Studies of management's disregard of the will of the shareholders have focused on combinations of entrenchment mechanisms and special governance structures.
INTRODUCTION
A company's board of directors is entrusted with the power to issue stock. Shareholder approval is usually not required for this basic managerial prerogative. 1 Conventional issuances of stock by the board of directors generally serve valid business goals, such as financing the firm's operations and motivating employees. Raising funds for the company's operations can be done through equity financing in which the investor gives the company money in exchange for an equity stake in the company. Aligning the interests of recipients of the issued stock, such as employees and service providers, with the interests of the company is another businessdriven motivation to issue stock.
A direct outcome of any issuance of shares is the dilution of existing shareholders. Voting dilution occurs when the existing shareholder owns a lower percentage of the company than she had before the new issue of stock, and thus her voting rights represent a lower percentage of the total shareholder votes. Voting dilution can occur even if the value of the shares of the existing shareholder remains the same and is undiluted by the issuance of new shares. If the new shareholder purchases her shares for a fair consideration, it does not affect the value of the existing shareholders. The voting rights of the existing shareholder, however, will be diluted if she does not participate in the new issuance pro-rata to her percentage holding prior to the issuance. After the issuance of new shares, the old shareholder possesses a smaller percentage of the company, yet the company is worth more. 2 If the consideration received for the new shares is lower than the intrinsic fair value of these shares, then the economic value of the old shareholders is diluted and their stake in the company is worth less after the issuance of the new shares.
This byproduct of issuing new shares, diluting the existing shareholders, can become the intended outcome of the managers. They can use their power to issue shares to dilute the voting rights of the shareholders or to dilute the economic value of shares. The squire 9 when shareholders are in favor of a sale. The power to issue stock also helps managers sell the company when they are personally interested in the sale despite significant shareholder opposition. 10 Top-up options, for example, which are studied in this Article, are powerful tools that have increasingly been used to dilute the voting power of opposing shareholders in takeovers supported by the board of directors. 11 The grant of a top-up option as part of a takeover may allow for the consummation of a quick short-form merger without a shareholder meeting and despite the opposition of a significant number of the shareholders in excess of the statutory ceiling of ten percent of the shares. 12 The effect of a top-up option is that a management-friendly bidder faces only a truncated supply curve at the tender offer. This is because a top-up option lowers the percentage of shares needed to be tendered in order to have a successful outcome. In addition, the speed of the takeover process makes it harder for a competing bidder to launch an opposing bid. Like the poison pill, top-up options are contingent upon the managers' ability to issue a nontrivial number of shares and thus dilute the voting power of the dissenting minority shareholders.
Therefore, through new share issuances the managers have the ability to disregard the will of the shareholders and diminish the shareholder voting power. Managers can abuse this power for personal gain when they want to entrench themselves and prevent an efficient takeover of the company. This is the general criticism of mechanisms like poison pills and white squires 13 that can be used by self-interested managers to prevent a hostile takeover. Similarly, managers may want to push forward an acquisition despite significant shareholder opposition because the managers may stand to benefit from the transaction personally, either because they are related to the acquirer or because they expect to receive personal benefits from the sale, such as retention bonuses or perpetual 12. DEL. CODE ANN. tit. 8, § 253 (2010). 13. For a description of the antitakeover mechanism known as a white squire as well as for an example of the use of a white squire to thwart a hostile takeover, see infra Part I.C.3.
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THE POWER TO ISSUE STOCK 705 thrones. 14 To be sure, not all usages of the power to issue shares are inefficient and undesirable. 15 In addition to equity financing and equity compensation, even indirect business usages aimed at influencing the outcome of the shareholder vote, such as a poison pill or a top-up option, can be desirable given certain scenarios. 16 Yet, although there may be some cases in which managers' use of their power to issue stock in order to dictate the shareholder vote is efficient, the existence of this power to issue stock and its limits 17 are likely to influence managerial decisions in inefficient ways that are in part discussed in this Article. 18 In particular, in an effort to maintain their power to issue stock, managers have an incentive to refrain from using stock for other business needs. This is because the managers' power to issue stock is limited and is mainly capped by the authorized capitalization set in the certificate of incorporation of the company. 19 As a result, managers have an incentive not to deplete the reserve of issuable shares, which may lead to excessive debt financing and overuse of monetary compensation.
This raises the question of whether or not the managers should have a restricted power to issue stock that would only allow them to issue stock for ordinary, nonorganic uses such as raising funds and aligning interests. The managers could be completely barred from issuing stock unilaterally, without the approval of the 16. For example, a poison pill can be efficient where managers have nonpublic information that the company's prospects are much better than the market thinks and disclosing this information prematurely will hurt the company. Without this information being publicly available, a hostile bidder is likely to convince the shareholders to sell the company at a fraction of its true value.
17. See infra Part II.D (describing the limitations of the power to issue stock).
18. 329-30 (1996) (discussing the general theory of Second Best, the deficiency of an isolated allocative-efficiency analysis without a study of the aggregate effects, and the applications of this theory to the law).
19. DEL. CODE ANN. tit. 8, § 102 (2010). [Vol. 46 shareholders. 20 Conversely, should the managers be allowed to use the power to issue shares to influence the shareholders' vote without any limitation? In Maryland, for example, managers may be allowed to issue an unlimited number of shares for any purpose. 21 In between these two extreme possible governance systems, there can be a policy that allows the managers to issue stock subject to certain limitations. For example, the current Delaware regime restricts the managers' power to issue stock and requires a cap on the total number of shares that can be issued without shareholder approval. 22 This cap has to be included as part of the company's certificate of incorporation. 23 A nuance of this regime links the maximum number of shares that can be issued without shareholder approval to the number of shares that are already issued by setting the maximum as a percentage of the number of issued shares. 24 Preemptive rights represent another possible restriction on the power to issue stock. Preemptive rights allow the shareholders to participate in any issuance of shares pro rata to their percentage holding and thus can prevent dilution of the existing shareholders. 25 The remainder of the Article proceeds as follows: Part I describes the shareholder power to issue shares, including the phenomenon of granting top-up options, and presents examples of such grants that illustrate the self-interest that has motivated these grants. Current limitations on the issuance of stock are described in this Part. Part I also examines the costs and benefits of the power while discussing possible incentive effects. Finally, the results of an empirical study of the excess ratio are presented in Part II, and the final Part concludes. 
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shares that give the stockholders various powers. Most notably, the shares are assigned the right to vote on certain resolutions and the right to transfer and sell the shares. Voting and selling shares are the conventional tools that stockholders have to control the managers and the corporation. 26 The desirability and extent of the power of the shareholders to control the company through shareholder votes and sales of their stock has been vastly debated. Most notably, Lucian Bebchuk in his salient work on corporate governance calls for an increase in the shareholder power and a decrease in managerial control. 27 Other commentators have critiqued Bebchuk's view, raising doubts regarding the desirability of shareholder primacy. 28 In their renowned work, Henry Hu and Bernie Black exposed a major weakness of shareholder voting by demonstrating that share ownership and voting rights can easily be decoupled. 29 Yet both the possibility of managers abusing their position as agents of the shareholders and the limits to the existing power of the shareholders to monitor the managers effectively are central to the quest of improving corporate governance, regardless of the answer to the question of the optimal level of shareholder control of the company. As this Article will show, the power to issue stock in its current format enables managers to circumvent the will of the shareholders and promote the managers' own self-interest at the shareholders' expense. To be sure, even opponents of the view that calls for enhanced shareholder power will support lowering agency costs and restricting self-enhancing and self-promoting managerial behavior that comes at the expense of the shareholders.
This Article focuses on strategic issuances of new shares in order to control the shareholder vote. This is an abuse of managers' power that creates agency costs by using the shareholder vote, the tool that is supposed to help shareholders monitor managers. Issuance of shares can help entrench the managers when the shareholders would rather sell the company. 30 When it serves the 26. There is evidence that managers can also be influenced by tools less conventional than regular voting on shareholder resolutions, such as votewithholding techniques and voting on nonbinding, precatory resolutions. These tools also use the voting power assigned to the shares to pressure the managers to conform to the will of the shareholders. self-interest of the managers, issuances of shares can also help sell the company despite significant opposition of shareholders who are not interested in selling. 31 As we shall see, the new shares may help the managers circumvent the will of the shareholders and promote the managers' own interests. Issuance of new shares has a powerful effect on existing shareholders, as it dilutes their holdings. A shareholder's voting rights are diluted by the issuance of new shares unless she participates in the new issuance at least pro rata to her old percentage holding in the company and thus maintains at least the same percentage of the company as she did prior to the new issuance of shares. Issuance of shares can also result in an economic dilution of the existing shareholders. Economic dilution occurs when the value of the shareholder's stake in the company declines because of the newly-issued shares. 32 The value of the existing shares will decline when the consideration received for the new shares is lower than their true value. 33 The following example illustrates the dilution effect. Suppose the value of a company is $100 and the shareholders of the company have a total of 100 shares. A new shareholder pays the company $50 in exchange for 100 newly-issued shares, a price of $0.50 per share. The new value of the company following the share issuance transaction is the sum of the old value of the company (i.e., $100) and the consideration the company received from the new shareholder (i.e., $50), equaling a total of $150.
The newly-issued shares give the new shareholder the rights to half of the company. The old shareholders now own only half of the company because the other half belongs to the new shareholder (who owns 100 shares out of a total of 200 shares). Thus, the voting rights of the old shareholders are diluted from 100% of the rights to vote to only 50% of the voting rights of the company. In addition, the value of the shares owned by the old shareholders decreases to half of the new value of the company and is now worth only $75 (half of $150). However, if the new shareholder pays fair value for the newly-issued shares ($100 for half of the company or $1 per share) then, following this fair transaction, the old shareholders' stake in the company remains $100 (or half of $200) which is the new value of the company after receipt of $100 as consideration for the new shares. The old shareholder now owns only half of the company, but half of a company that is worth twice as much as it was before the stock issuance transaction. 
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THE POWER TO ISSUE STOCK 709 issued for their intrinsic fair market value. Yet the voting rights of the old shareholders are diluted even if the consideration the company receives for the new shares is fair, as long as the old shareholders do not participate in the new issue pro rata to their percentage holding prior to the issuance. An examination of the contours of the managerial power to issue stock aids in understanding the agency cost related to this power. Subpart A describes the rules governing the right to issue shares. Subpart B and Subpart C describe usages of new stock issuances. Subpart D reviews noncontroversial usages of stock issuances, and the latter Subparts discuss usages of the power to issue stock that can be questionable and that affect the control of the corporation.
A. Rules Governing the Issuance of Stock
Generally, the board can issue stock without shareholder approval. 34 This power, however, relies on the availability of sufficiently authorized but unissued shares. 35 A company cannot issue more shares than the number of authorized shares of its capital that are not already issued. Thus, the authorized capital sets the upper limit.
The size of the authorized capital, however, is not controlled by the managers alone. The certificate of incorporation includes the amount of authorized shares of the company. 36 Consequently, the shareholders must approve any changes in the number of authorized shares because the shareholders' approval is needed in order to change the charter of the company. 37 The number of authorized shares set out in the certificate of incorporation of the company is a statutory upper limit to the total number of shares the managers can issue. 38 Managers can continue to issue shares as long as the total number of issued shares is smaller than the number of authorized shares. 39 Keeping everything else constant, the higher the number of authorized shares, the higher the number of shares that the mangers can issue. Similarly, everything else equal, the lower the number of existing issued shares, the higher the number of shares that the managers can issue. However, while the managers cannot unilaterally control the number of authorized shares, they have discretion about whether to issue new shares. 41 Thus, in order to evaluate whether the number of authorized shares effectively restricts managers' power to issue shares, we need to look also at managers' ability to influence the number of already issued and outstanding shares.
Managers can refrain from issuing new shares to keep the number of shares that they can issue high in order to be able to issue more shares in the future. For example, the managers may choose to finance the firm's activities with debt rather than equity. 42 Similarly, managers can opt to pay cash rather than to grant equitybased compensation to employees in order to keep the unissued share reserve intact. 43 Another way for managers to affect the number of shares they can issue is through share repurchase. In addition to new shares that are not yet issued, managers can use shares that had been issued but were bought back by the company, and thus are no longer outstanding, to sell shares without running afoul of the upper limit set by the authorized capital. When the company repurchases shares, it increases the number of issued-but-not-outstanding shares, which are commonly referred to as treasury shares. 44 When a company repurchases shares, however, it needs to pay for these shares. 45 Paying for these shares can come at the expense of alternative uses for the company's funds. Conversely, managers who wish to conduct share repurchases may engage in excessive cash retention in anticipation of an opportunity for the share 41 repurchase. 46 If, however, the company independently plans to make a distribution to the shareholders, the managers may choose to do so by conducting a share repurchase rather than by distributing dividends. By choosing share repurchases, the managers increase the number of shares that may be issued without shareholder approval.
There is evidence that suggests that managers opt for share repurchases instead of using dividend distributions. 47 Indeed, the increase in the pool of shares available for employee stock option grants is one of a few advantages attributed to share repurchases over dividends. 48 The repurchased shares can be used to compensate the employees. Yet doubt has been cast on the need for share repurchases to conduct employee stock option grants that enhance shareholder value. 49 Arguably, the shareholders would approve the requested increase of the number of authorized shares in order to allow such option grants. 50 However, when the number of unissued authorized shares of the company is just enough for the option grants, the managers may be reluctant to use the surplus of authorized-but-unissued shares for the option grants. Such grants may not leave a sufficient number of authorized-but-unissued shares that may be needed for other purposes that enhance the personal interests of the managers, such as entrenchment. Unlike shareholder-serving employee option grants, certain manager-serving transactions are unlikely to receive the support of the shareholders and may not obtain the shareholder approval needed to increase the number of authorized shares. Similarly, where the number of unissued authorized shares is just enough for the option grants, the shareholders may not agree to increase the authorized capital at the time of the option grants, knowing that it is not needed for the option grant but that the 46 increase will allow the managers to issue shares in the future for different purposes without going back to the shareholders for approval. Thus, the limit on the amount of shares that managers can issue without the approval of the shareholders influences the managers' choice between share repurchase and dividends and adds an additional motivation in favor of share repurchases. Yet, in spite of certain benefits attributed to share repurchases, there is evidence that suggests dividends are, at least in some cases, significantly more efficient than share repurchases and involve lower transaction costs. 51 In addition to the quantitative limitation on the managerial power to issue stock, issuances of stock are subject to consideration requirements. The Delaware requirements, however, are very lenient and allow for the issuance of shares in exchange for any benefit to the corporation. 52 Moreover, the Delaware statute gives full deference to the directors' judgment regarding the value of the consideration absent actual fraud. 53 Another important mechanism that can reduce the number of shares that are issued and outstanding is a reverse stock split. In a reverse stock split the company replaces the outstanding shares of all the shareholders with a lower number of new shares. For example, in a reverse stock split, with a ratio of 1:10, every ten shares are replaced with only one new share. Since a reverse stock split decreases the number of outstanding shares, it can increase the number of authorized but not outstanding shares of the company. However, as with the case of changing the number of authorized shares, in Delaware a reverse stock split requires shareholder approval. 54 
B. Conventional Business-Operation-Related Reasons to Issue Shares
When the company needs funds for its operations it can generally consider financing either through equity or through debt. 55 Limited access to equity or debt can dictate the capital structure of the corporation and thus leave no alternative for the managers but to elect the only available option. For example, in the early stages of the corporation, high-tech startups usually do not have any tangible assets that can serve as collateral for a loan. 56 Consequently, the ability of a startup founder to raise money for her risky enterprise through debt is practically nonexistent. 57 In such corporations, financing is limited to equity financing and issuances of stock are crucial for the corporation's continued operations.
To the extent that both equity and debt financing are available to the corporation, the management chooses the level of each of the financing sources and sets the capital structure of the corporation. The managerial choice between these two sources of financing and its effect on the corporation have been studied by finance scholars. 58 These studies show that the value of the corporation is sensitive to changes in the capital structure of the corporation, given real world assumptions of taxes, transaction costs, and inefficient markets. 59 Thus, even when debt financing is available, it may be more efficient for the corporation to use equity to raise capital for its operations. For example, debt may be available only if the corporation undertakes to agree to certain restrictive covenants that are in accordance with the corporation's intentions."). designed to protect the lenders. 60 Since the lenders do not share in the upside of the corporation, these covenants may be overly restrictive. 61 Thus, the corporation's ability to issue stock can be central for operations because the stock issuance enables the corporation to receive needed funds. Grants of shares are also commonly used in another ordinary business-enhancing practice aimed at creating a common interest between the recipients of the new shares and the company. 62 Equity-based compensation is the main example for this use of shares. 63 When an employee receives equity in the company, she receives an incentive to increase the value of the company. 64 Issuing shares is useful when the company is interested in motivating a person to increase the value of the company's shares. If the person participates in the upside of the company and is negatively affected when the company is doing poorly, it increases her interest in the success of the company. To be sure, equity-based compensation can be vulnerable to managerial manipulation that weakens the incentive effect of the equity. 65 quity compensation aligns the interests of employees with those of shareholders."). Equity compensation can also be used as a substitute for cash compensation when the company cannot compete for talent on the basis of salaries, as is frequently the case with startups. See id. ("Equity compensation allows liquidity-constrained firms, which are unable to pay competitive salaries and cash bonuses, to compete in the labor market for talented employees."); see also Ganor, Why Do Managers Dismantle Staggered Boards?, supra note 10, at 162 (studying the connection between CEO equity holdings and the decision to de-stagger the board, based on the hypothesis that "[t]he CEO's equity holdings help to create an interest in the increase of the company's value, or at least in the stock price (the perceived market value of the company)"). 
2011]
THE POWER TO ISSUE STOCK 715 that properly designed limitations, such as vesting schemes, unwinding limitations, and hedging restrictions, can ensure a closer connection between the equity compensation and long-term performance. 66 However, neither raising money nor compensating employees has to be equity based. Instead, the company can often use debt financing to support its operations and use cash to pay its employees.
Furthermore, when the company has liquidity constraints, the managers do not have to use equity even when they have no alternative to equity financing. Rather, they can choose to scale down the business. Reluctant to issue a considerable amount of new equity, the managers can revert to downsizing the operations of the company while forgoing growth opportunities and profitable projects. 67 Similarly, paying cash to compensate employees through salaries and monetary bonuses and reducing the workforce are alternatives to the use of employee equity compensation.
C. Control Related Uses of the Power to Issue Shares
The previous Subpart showed that managers can use the power to issue stock for basic business operations of the company. This Subpart looks at more special uses of the power to issue stock that do not involve the daily operations of the company but rather relate to the ability of the mangers to control fundamental changes to the corporation.
The Poison Pill
The poison pill, a shareholders' rights plan, is an effective antitakeover mechanism that enables the managers to block and deter hostile takeovers. 68 The poison pill dilutes both the value of 67. To be sure, while scaling down the core operations of the company, managers may prefer to use scarce resources on empire building which includes sizable acquisitions of other businesses for the purpose of increasing the managers' power and increasing the size of the company. This makes it more difficult to take over the company and helps to entrench the managers.
68 69 The poison pill creates a credible threat to distribute new shares to all the shareholders except to the raider for a radically low price. 70 The target managers' ability to credibly threaten the issuance of a large number of significantly undervalued stocks makes a hostile takeover economically prohibitive. A simple example may illustrate the mechanics of the poison pill. Suppose the company has 100 million shares issued and outstanding. The shares are publicly traded at $10 per share. Suppose further that the management has put in place a poison pill that is triggered when a hostile acquirer accumulates 10% of the equity of the company. Assuming that under the terms of the poison pill, once it is triggered, all the shareholders except for the hostile acquirer obtain the right to purchase one share for each share they own for half the price-then they will pay only $5 per share.
A hostile acquirer buys 10% of the shares of the company, 10 million shares, for $10 per share, for a total investment of $100 million.
This acquisition triggers the poison pill and the management distributes to all the shareholders, except for the hostile acquirer, new shares at a rate of one new share for each existing share. The company distributes a total of 90 million new shares. After the distribution, the company has 190 million shares issued and outstanding, of which the hostile acquirer owns 10 million shares.
In this example, the hostile acquirer's stake decreased from 10% of the company to only 5.26% of the company. 71 In addition, after the distribution of the new shares following the triggering of the poison pill, the company's total value is $1450 million, the sum of the original $1 billion plus the consideration received for the new shares of $5 per each of the 90 million new shares or a total of $450 million. As a result, the value of the hostile acquirer's investment is now worth only $76.3 million, 72 almost a quarter less than the original investment.
The above example demonstrates that triggering a poison pill is very expensive to a hostile bidder. The example also demonstrates that the mechanism of the poison pill relies on the managers' ability to issue shares upon the triggering event. In fact, in order to have a strong dilutive effect on the hostile bidder, the management needs to issue a very significant number of shares relative to the already issued shares. In the above example, the company only issued one share for every share already issued, or a 1:1 ratio. In a seminal study of poison pills, Guhan Subramanian reports that in the market premiums these acquirers are willing to pay to shareholders.").
69. sample of large publicly traded software companies the average poison pill provided for thirteen shares of the target for each existing share, or a ratio of 13:1. 73 These considerably larger ratios require a nontrivial, large number of authorized-but-unissued shares to enable the exercise of the rights under the poison pill. 74 The desirability of the poison pill has been extensively debated. 75 Supporters of the poison pill approve of the managers' ability to prevent, or at least delay, a hostile acquisition of the corporation, arguing that a managerial veto may help enhance shareholder welfare. 76 Holders of the opposite view, however, voice strong concerns about the significant agency costs that a poison pill creates. 77 Managers may use a poison pill to block an efficient acquisition in order to entrench themselves. 78 The managers may also use the poison pill to negotiate for personal benefits from the acquirer. 79 A body of empirical studies supports the opponents of the poison pill and shows that the poison pill results in a significant negative effect on shareholder wealth. 80
The Top-Up Option
Another nontrivial use of the managers' power to issue stock, the top-up option, also arises in the context of a change in control following an acquisition of the company. Like the poison pill, a topup option is granted to ensure the outcome the managers want to promote, regardless of the shareholders' vote. 81 Unlike a poison pill, a top-up option is used when the management prefers the acquisition; 82 the top-up option is designed to force through an 73 . See Subramanian, supra note 68, at 44 (studying the poison pills of "U.S. publicly-traded software companies with market capitalization of at least $1 billion").
74. PeopleSoft, for example, could not have exercised the rights under its poison pill unless it used a cashless exercise because the company did not have a sufficient number of shares of authorized common stock, even though PeopleSoft had almost twice as many authorized shares as issued shares. See Subramanian, supra note 68, at 49 n. acquisition and a subsequent shareholder freeze-out despite the opposition from a large block of the minority shareholders. 83 Like the poison pill, as demonstrated in this Part, the top-up option is likely to involve agency costs and diminish shareholder wealth. 84 A top-up option is a choice that the board of a company gives to a bidder who wants to acquire the company. 85 After receipt of the option, the bidder conducts a tender offer. 86 If the tender offer is successful and the bidder acquires at least a majority of the shares, 87 then the top-up option allows the bidder to proceed with the takeover of the company and buy directly from the company newly-issued shares that, together with the shares tendered in the tender offer, will represent 90% of the issued and outstanding shares of the company. Owning 90% of the capital of the company allows the bidder to buy out the nontendering shareholders using a freeze-out short-form merger. 88 A short-form merger does not require a meeting or a vote of the shareholders and leaves the shareholders with only appraisal rights as their sole recourse. 89 In Delaware, a short-form merger only requires owning 90% of each class of shares of the company. 90 a. Mechanism
The following example illustrates the mechanics of the top-up option and the resulting implications to the company's capitalization.
Suppose there are 100 shares issued and outstanding before the tender offer. Assume the bidder received 50 shares in the tender offer, which also represent 50% of the total issued and outstanding shares of the company. Following the exercise of a top-up option the company will issue new shares to the bidder, who will own 90% of the number of all outstanding shares at that time. How many shares should the company issue to the bidder? In this example the company has to issue 400 new shares to the bidder, increasing the total number of issued and outstanding shares from 100 to 500 shares. After the exercise of the option the bidder will own 450 shares, comprised of 50 shares that she purchased in the tender offer from the shareholders and another 400 More generally, to reach 90% of the shares, the company needs to issue the bidder ten times the difference between the percentage she has acquired and the desired 90%. In the previous example, the difference was 40%-the bidder acquired 50% in the tender offer and thus was 40% short of 90%. Ten times the difference of 40% is 400%. The formula that can be used to derive the number of shares that the company needs to issue if a top-up option is exercised can thus be illustrated algebraically as: X = (90% -Y) × 10 X represents how many shares the company shall issue to the bidder in exchange for the exercise of the top-up option as a percentage of the outstanding shares immediately before the exercise of the option, or 400% in our example. Y represents the percentage of outstanding stock the bidder owns following the tender offer, or 50% in our example. 91 Thus, as the formula demonstrates, a large number of shares is needed to use a top-up option.
Once the bidder exercises the top-up option, she needs to buy the new shares from the company and pay the same price for these shares that she paid in the tender offer. A lower price will not represent a fair market price and may be easily challenged since the tender offer price establishes a fair market price for the shares. As the example above illustrates, a large number of shares is issued when the top-up option is exercised; hence, the consideration that the bidder should pay the company for these shares is substantial. However, the consideration for the shares can be, and often is, paid with an unsecured note except for a small part, which represents the par value of the shares. 92 Following the short-form merger, the unsecured note issued in exchange for the shares is nullified because after this merger the holder of the note is combined with the issuer of the note and they become one. 93 Therefore, the top-up option, like the poison pill, requires a significant number of authorized-but-unissued shares to allow for the management to issue shares as part of this scheme.
b. Agency Costs
The power to issue stock to grant a top-up option to a potential bidder can be abused by self-interested managers and hurt the shareholders' wealth. The performance of a short-form merger after the tender offer not only allows for a speedy merger because there is no need for a shareholder meeting, a proxy statement, or a shareholder vote, but it also restricts the remedies available to the dissenting shareholders. 94 Statutorily, the short-form merger is restricted to a situation in which the acquirer owns more than a simple majority of the shares. In Delaware, the requirement is at least 90% of the company's issued shares. 95 The short-form merger protects against holdups by a very small number of shareholders who together own up to 10% of the company's stock. The top-up option artificially transforms the acquirer into a holder of 90% of the shares, while the dissenting shareholders constituted more than the maximum statutory threshold of 10% before the exercise of the option. 96 A dissenting shareholder's only remedy in a short-form merger 
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THE POWER TO ISSUE STOCK 721 is appraisal and not entire fairness. 97 Thus, the use of the top-up option also protects the board that serves after the tender-the board does not need to perform a statutory long-form merger, which could have subjected the directors to a fairness review. 98 In this manner the bidder can go ahead with the acquisition even in the face of sizable shareholder opposition.
To be sure, in exchange for the grant of the top-up option the managers may have succeeded in negotiating better terms for the selling shareholders-a higher purchase price.
However, the managers' interest in the acquisition may be influenced by personal interests. The managers may be connected to the acquirer through a business association or other relationship with the acquirer. The acquirer herself may have been a member of the board, and as a result, the acquirer and other managers may have developed close ties because they served together on the board for a long time as colleagues.
The managers may also stand to gain from the acquisition directly. For example, a promise from the acquirer to grant the target's directors perpetual thrones (i.e., nominations to the board of directors of the acquirer, may personally incentivize the managers to favor the acquisition). 99 The managers may have used their negotiation powers to extract benefits for themselves, which may include lucrative retention plans and retention bonuses as well as perpetual thrones. In exchange for arrangements that benefit the managers, however, the shareholders may well have been deprived of the ability to extract a higher price from the acquirer.
The party interested in acquiring the company and freezing out all of the shareholders has a choice. For one, the acquirer can ask the managers for a top-up option and reward them for their support. Under this option, it is sufficient for the acquirer to receive only 50% of the shares in the tender offer and use the top-up option to own 90% of the shares. Alternatively, the acquirer can conduct a tender offer without the support of the managers and without a top-up option, with the intent of receiving 90% of the shares immediately in the tender offer itself.
Convincing 50% of the shareholders to sell is not the same as convincing 90% of the shareholders. A bidder must offer all the shareholders the same price per share. 100 diverse shareholders, rather than only one seller, she likely faces an upward-sloping supply curve, 101 meaning that more shareholders are willing to sell their shares at a higher price than for a lower price. The higher the offer price used in the tender offer, the higher the number of shareholders willing to tender their shares at the tender offer. The result is that if the bidder needs to receive more shares in the tender offer, she also has to increase the price offered. The top-up option, however, essentially truncates the supply curve that the bidder in the tender offer faces and allows her to offer a lower price-the price that will clear only 50% of the shares rather than the higher 90%. The remaining shareholders who did not want to sell for the low tender offer price will receive the same price paid in the tender offer in the freeze out short-form merger that will follow the exercise of the top-up option. 102 Thus, it seems that the receipt of the top-up option allows the acquirer to buy the company for a lower price, which hurts the wealth of the shareholders.
The following example illustrates the effect of the top-up option on the price of the tender offer. Suppose the company has four shareholders each owning 25% of the equity of the company. Shareholder A values the company's shares at $10 per share; shareholder B thinks the shares are worth $11; shareholder C assumes that the right price is $12; and shareholder D, being very optimistic about the future of the company, estimates the price of the share at $13. The table below lists the values that each of the four shareholders assign to the company's shares. The holders of 50% of the shares will agree to sell the company for a price of $11 per share; however, the holders of 90% of the shares will not agree to sell the company for $11 per share. If the holders of 90% of the shares must consent to the sale, the shareholders should be offered at least $13 per share. On occasion, the holder of the median share may agree to sell for a fair price; however, many times shareholders waiting for an opportunity to dump their shares form the bottom of the supply curve. They will sell even at a lower price than the shares are worth, since they cannot do so in the open market because their sale of the shares would cause the price to drastically go down, causing them further loss. A sale of a significant stake may negatively affect the market price. The identity of the seller may also negatively affect the price where, for example, the seller is a sophisticated investor or is in a business relationship with the company and the market is likely to view such a sale as a negative sign. 103 Thus, the price the holder of the median share is willing to accept may not represent a fair price.
It may be efficient to let the deal through at a lower price so that the shareholders waiting to liquidate their holdings may do so even at the expense of the other shareholders who would like to receive a more equitable value for their shares. However, it may also be the case that it is not just a zero-sum game in which the acquirer wins because she pays less in a transfer of wealth from the shareholders to the bidder. It may well be that the transaction is inefficient because the acquirer is going to run the operations of the company less efficiently than the company was run as a standalone operation before the acquisition. In this case, the acquirer truly values the company less than the nontendering shareholders.
The appraisal rights of the dissenting shareholders are designed to ensure that these shareholders receive a fair value for their shares. 104 Nevertheless, it is well known that the judicial appraisal remedy offers but a weak defense. 105 share is not an easy task. It is based on several assumptions that are hard to predict, such as the appropriate future interest rates and future exchange rates, and it involves forecasting methodologies that are far from being an accurate science. Efficient markets help reveal the fair market value of shares. 106 Yet, markets are rarely perfectly efficient, and indeed, acquirers do not pay the shareholders the price at which the shares are traded in the markets. This affects the predictability of the outcome of the appraisal process and thus increases the risk of a small individual shareholder. Furthermore, the appraisal litigation procedure involves strict requirements of notification deadlines and a short period for filing. 107 On the other hand, the appraisal procedure itself may take years, is expensive, complex, and involves the risk of the acquirer becoming insolvent by the time of the resolution of the litigation. 108 Thus, given the complexity and costs associated with the appraisal procedure, shareholders who oppose the short-form merger may be better off accepting the offered consideration and may choose not to use their right to a judicial appraisal even where they believe they are not fairly compensated for their shares.
The case of Gholl v. eMachines is an example of a successful appraisal action that included a top-up option. 109 By mid-2001 the company's business had completely turned around, despite the market perception to the contrary. 113 The board considered its alternatives, including selling the company, and for that purpose started a bidding process. 114 However, the only potential acquirer who offered to buy the company offered to pay less for it than the value of the company's cash; thus, the company rejected the offer and ended the bidding process in midSeptember. 115 In October, one of the founders of the company, and a member of its board, submitted a low offer to purchase the company for less than the last offer made by the outside bidder less than three months before. 116 The board contacted the outside bidder, and a bidding war ensued between the director and the outside bidder in mid-November. 117 On November 16, the board announced that all final bids should be submitted within two days. 118 The director won the bid, offering $4.2 million less than the company's cash value and ignoring the value of the company's operations. 119 The price was set at $1.06 per share. 120 Nonetheless, the company received a fairness opinion from a financial advisor that indicated the director's offer was fair, based on valuation studies the advisor conducted. 121 The board approved the merger, granted the bidding director a top-up option, and recommended the deal to the shareholders. 122 The bidding director conducted a successful tender offer that did, however, leave him short of the 90% of the shares needed for a short-form merger. 123 He then exercised his top-up option, acquired the shares he needed to reach 90% of the equity of the company, and performed a short-form merger-freezing out the minority nontendering shareholders by the end of the year. 124 In the appraisal case brought by nontendering shareholders, the court did not rely on the auction price because it doubted the fairness of the auction and the effectiveness of the manner in which The difference between the tender-offer price of $1.06 and the price the court awarded, $1.64, an increase of about 55%, helps illustrate the potentially substantial agency costs that may be involved in a top-up option. However, even though the bidding director lost the appraisal case and was ordered to pay 55% more than the offer price, he was forced to pay the higher price only to the former shareholders who exercised their appraisal right. 129 Since only a small number of shareholders had exercised their appraisal rights, a mere 1,344,600 shares in total, 130 the bidding director had to pay less than $0.8 million extra, 131 which pales in comparison to his gain from the acquisition even when one only takes into account the company's cash. 132 In this case, the manager likely had inside information about the promising prospects of the company and thus may have benefited from the use of a top-up option that expedited the procedure, which was finalized before news about the positive change in the company's forecast became public knowledge. Not surprisingly, the other managers of the company supported their colleague, recommended the deal to the shareholders, and also granted a top-up option that facilitated the speedy completion of the acquisition. 133 The appraisal route is the only remedy available to the dissenting shareholders after the short-form merger. 134 It is possible, however, to try to challenge the actual grant of the top-up option by the board upon the announcement of the tri-step merger, which starts with the tender offer, proceeds with the exercise of the top-up option, and concludes with the short-form merger. 
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of the top-up option is announced together with the imminent tender offer as part of one agreement between the bidder and the company. 135 Challenging this agreement is not easy, and the main and clear beneficiary of such challenges seems to be the plaintiffs' bar. The following cases provide two examples of class actions that questioned the grant of a top-up option as part of a request for injunctive relief to prevent a tender offer from proceeding. These proceedings help illustrate both the difficulty of challenging the grant of a top-up option under the current system and the potential agency costs associated with the top-up option.
In the case of the sale of ZymoGenetics, Inc. to Bristol-Myers Squibb Company, the plaintiffs asked the court for injunctive relief to stop the sale of ZymoGenetics. 136 ZymoGenetics, a growing pharmaceutical company, was developing a few drugs that had a substantial market and a significant potential for success. 137 The plaintiffs alleged that the directors of ZymoGenetics breached their fiduciary duties to the company's shareholders by supporting the sale of the company for an allegedly unfair and low price in a process that included "unreasonable" devices. 138 The complaint listed the top-up option as one of these devices and argued that its intent was to "circumvent the requirement of a shareholder vote." 139 The plaintiffs further alleged that the directors only agreed to the sale in order to further their own personal benefit. 140 The complaint asserted that a few of the company's directors had traded the interests of the shareholders for "hundreds of thousands of dollars in personal benefits." 141 Shortly after the filing of the complaint, the parties reached a settlement agreement. The company and its directors continued to deny the plaintiffs' claims; however, as part of the settlement the company agreed to provide the public shareholders additional information concerning the acquisition, including disclosing information of the transaction bonus that the CEO, who also served as a director, would receive upon the closing of the sale. 142 The WAKE FOREST LAW REVIEW [Vol. 46 plaintiffs, on the other hand, continued to believe in the merit of their claims, yet plaintiffs' counsel acknowledged the cost of continuing with the class action through trial and appeal, and the length of such proceedings, and determined that the settlement was in the best interests of the plaintiffs. 143 As part of the settlement agreement the company also agreed to pay plaintiffs' counsel $625,000 for attorneys' fees and expenses incurred in association with the prosecution. 144 Thus, the ZymoGenetics case shows that challenging the directors' decision to grant a top-up option as part of a tender offer is not an easy task, but one that can be expensive for the company. Another example of a futile attempt to receive injunctive relief in an acquisition involving a top-up option is the case of Cogent Inc., a developer of automated fingerprint identification systems, which was acquired by the conglomerate 3M Company. 145 Here, too, the plaintiffs challenged the grant of the top-up option by the board not as part of appraisal proceedings prompted by the short-form merger, but rather beforehand as part of an attempt to stop the tender offer. 146 The plaintiffs argued that the planned sale of the company was tainted because key employees, including the CEO who was one of its founders and served as president and chairman of the board, were personally interested in the merger, which promised them retention agreements. 147 There was, however, another potential acquirer of the company who had offered more for the company. The other potential acquirer was a competitor of Cogent. 148 Yet, the court agreed with Cogent's board that the deal with the competitor, which would require regulatory approval, involved a certain level of risk that justified preferring the deal with 3M despite the lower price. 149 The court also considered the fact that Cogent's chairman of the board had an exceptionally high equity interest in the company. 150 This high equity interest in the company, the court reasoned, made it unlikely for the manager to favor a lower priced deal just because the bidder promises him a relatively insignificant retention bonus. 151 Indeed, from a purely economic perspective, the increase in the purchase price would have more than covered the offered bonus in this case.
However, the likelihood that a manager would remain in charge of the operations of a company following a merger with a competitor 
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seems less probable than the likelihood that his services would be needed if the company merged into an acquirer whose operations do not compete with the target. The difference in the expertise of the employees of the acquirer, 3M, and the target, Cogent, two companies that were not competitors and did not operate in the same market, made retention of the target's employees more likely. Many founders value retention and remaining in control of the company not merely because of the continued pecuniary benefits they receive from the company, but also because controlling the company has an additional reputational and psychological value associated with the status of managing the company. This added value of continuing to manage the company is not easily quantifiable. For example, it was recently reported that Mark Zuckerberg, the founder and CEO of Facebook Inc., had declined an acquisition offer made by Microsoft, not because the offered price was too low, but merely because Mr. Zuckerberg was reluctant to relinquish control of Facebook. 152 Thus, in spite of the large equity interest that the manager of Cogent had in the sale of the company, he may well have had an additional interest in the identity of the acquirer and his possible future relationship with the company that may have also influenced his decision to support the sale to 3M. 153 In refusing to grant a preliminary injunction, the court in Cogent explained that this remedy is issued only when the plaintiff can clearly show an "imminent irreparable harm." 154 The court was not convinced that this was a case of irreparable harm, relying in part on the availability of the appraisal remedy: "Fully informed stockholders may voluntarily choose not to tender their shares and instead seek appraisal under DGCL § 262." 155 Following the Delaware Chancery Court's denial of the request for a preliminary injunction in the Cogent case, the impression among practitioners has been that "the use of top-up options is likely to present little litigation risk." 156 To be sure, this result is reassuring to both boards of targets who wish to support the friendly bidder and the bidder herself. 157 152. See, e.g., Alexia Tsotsis, Microsoft: "Yeah, We Tried to Acquire Facebook.", TECHCRUNCH (Dec. 9, 2010), http://techcrunch.com/2010/12/09/fritz -lanman-microsoft-tried-to-acquire-facebook/ (quoting Mr. Zuckerberg telling Microsoft's CEO: "I don't want to sell the company unless I can keep control").
153. Additionally, in this case the manager is a billionaire and thus may have a diminished marginal utility of money.
154. In the absence of a top-up option, a bidder who wishes to acquire the entire target company and freeze out all of the shareholders, but has not succeeded in owning at least 90% of the shares following the tender offer, can still proceed with her acquisition plan. After acquiring the majority of the shares in the tender offer, the bidder can buy out the minority shareholders who did not wish to participate in the tender offer in a subsequent merger. Owning less than 90% of the shares, however, forces the acquirer to conduct a statutory long form merger rather than a short-form merger. Owning the majority of the shares allows the acquirer to approve a merger. 158 Yet, owning the majority of the shares also transforms the acquirer into a controlling shareholder of the target, and thus subjects the subsequent merger to the enhanced and stringent fiduciary duty of entire fairness. 159 A top-up option, on the other hand, converts the acquirer to a 90% shareholder and thus permits the use of a short-form merger. This transformation is critical, since it subjects the freeze-out merger only to the lax requirement 160 of a possible appraisal procedure. Thus, the top-up option allows the bidder to avoid entirefairness review while freezing out the opposing shareholders, even without gaining the support of the holders of 90% of the target's shares.
Adding a top-up option enables the holder of the majority of the shares to avoid fairness review in a freeze out of the minority even without reaching the threshold of 90% of the company's equity. Ignoring the will of nontendering shareholders who together own only a trivial number of shares may, at times, be efficient and serve the interests of all the shareholders, including the nontendering ones. For example, it may be that a collective action problem is responsible for a few of the nontendered shares: some retail investors who did not tender may have done so only because they had not received the tender request or understood that they were asked to respond to the request. However, while this may explain 2011 Del. Ch. LEXIS 34, at *6-8 (Del. Ch. Feb. 21, 2011) (reviewing a couple of earlier cases that either rejected the breach of fiduciary duty argument in the context of a top-up option or "described the plaintiffs' claims as far from compelling") (internal quotation marks omitted).
158. See DEL. CODE ANN. tit. 8, § 251(c) (2010) (requiring the approval of the holders of the majority of the shares for a long form merger).
159. See, e.g., Guhan Subramanian, Post-Siliconix Freeze-Outs: Theory and Evidence, 36 J. LEGAL STUD. 1, 3 (2007) ("Freeze-outs are generally subject to entire-fairness review by the Delaware courts, a stringent standard of review because of their self-dealing nature. . . . Even procedural protections such as the use of [a special committee] or [a majority of the minority] condition serve only to shift the burden of proof of entire fairness to the plaintiff.").
160. Cf. id. at 4 ("Taken together, Siliconix and Glassman allow a controlling shareholder to avoid entire-fairness review by executing its freezeout as a tender offer followed by a short-form merger.").
the behavior of a few shareholders, the closer we get to 50% nontendered shares the less likely it is that we face a collective action problem, but rather a different problem. Forcing the holders of more than 10% of the equity of the target out with only the lenient appraisal protection may not serve the collective good. In fact, as shown before, it may allow the bidder to pay the shareholders a lower price. 161 Acquirers often prefer to use a tender offer followed by a shortform merger rather than a regular long-form merger. One of the main reasons why acquirers prefer the two-step acquisition of a tender offer and a subsequent short-form merger is that it takes less time to complete. 162 However, this expeditiousness may hurt the target's shareholders, who are left with less time to consider the transaction. Of even more concern is the fact that less time is left for competitors to enter the scene and compete with the bidder for the target. 163 Not surprisingly, the use of a top-up option in tender offer acquisitions has dramatically increased since the middle of the last decade. 164 The ubiquity of the top-up option highlights the importance of the power to issue stock and also helps camouflage managerial attempts to abuse the power to issue stock through the grant of the option because it has become the custom.
The White Squire
Similar to the poison pill and the top-up option, a white squire is a technique that uses stock issuances to make sure the managers' wishes prevail despite shareholder opposition. 165 Managers use a white squire to prevent a hostile bid the shareholders may favor. Wishing to maintain their position with the corporation, the managers sell a block of shares to a friendly investor who subsequently opposes the hostile takeover and allows the managers 161 . See supra notes 101-05 and accompanying text. 162. See, e.g., Mallea, supra note 11 ("Tender offers give acquirers several advantages over traditional one step transactions, particularly the speed at which the transaction can be completed and the option to use a short-form merger once more than 90% of the shares have been tendered in the offer.").
163. For the benefit of having more than one suitor, see, e. to keep their jobs. 166 Managers' entrenchment motives explain the use of a white squire in the shadow of a hostile takeover where blocking the change of control does not seem to coincide with the best interests of the shareholders. 167 For example, the management of Walt Disney Productions used its power to issue stock, which enabled it to recruit a white squire as part of its resistance techniques aimed at fending off a hostile bidder. 168 In 1984, Disney faced the threat of a hostile bid for the company orchestrated by the corporate raider Saul Steinberg. Steinberg initiated the proposed takeover by acquiring a large toehold-an equity stake in Disney. 169 The management of Disney enlisted a friendly acquirer who purchased about 10% of Disney's shares in exchange for a land development firm that Disney bought. 170 The new block of shares issued to the friendly white squire diluted the hostile bidder and helped block the bidder's attempt to take over Disney. 171 It should be noted that straight vote buying, that is, managers' use of the company's resources to control the outcome of a shareholder vote, is specifically limited.
Shareholder voting
166. The white squire should be distinguished from a white knight. While both the white squire and the white knight support the target's management and help the management defend against a hostile bidder, the white knight is a friendly acquirer who directly competes with the hostile bidder for the whole target. See BLACK'S LAW DICTIONARY 1734 (9th ed. 2009) ("A person or corporation that rescues the target of an unfriendly corporate takeover, esp. by acquiring a controlling interest in the target corporation or by making a competing tender offer."). The white squire, on the other hand, buys only a stake in the target but does not offer to buy the whole company.
167. Incumbents who want to entrench themselves by issuing new shares will do it selectively and find an investor who is going to serve as a white squire and support them. The incumbents may not be able to rely on old white squires to continue to support them also in the future as the old investors may support the dissidents. This is one reason why the managers may want to make sure they can continue and issue new shares also in the future. To be sure, using a poison pill as an entrenchment mechanism does not bear this problem, since the managers apply their power to issue stock only as a deterrent, without actually issuing any shares or relying on new investors. agreements are generally permitted. 172 However, in order to protect the shareholders from fraudulent behavior by management, the transfer of stock voting rights to management is prohibited if "the object or purpose is to defraud or in some way disenfranchise the other stockholders." 173 Such a transfer of voting rights is "a voidable transaction subject to a test for intrinsic fairness." 174 Instead of directly buying the vote, the managers create additional votes through their power to issue stock and distribute those newly created votes, along with the new shares, selectively. Thus, votebuying effectively can take a less direct form, such as the use of a white squire or a top-up option, which is much more difficult to challenge.
D. Restrictions on the Power to Issue Shares
The previous Subpart showed that the power to issue stock can be exploited to the detriment of the shareholders. The power to issue stock serves as a significant building block for power tools in the managers' arsenal that can be used to circumvent the will of the shareholders. Understanding the contours of the power to issue stock can be crucial in assessing the effectiveness of the firm's corporate governance. Thus, this Subpart examines the restrictions on the managerial power to issue stock.
Quantitative Restrictions
As seen above, in Delaware the difference between the size of the authorized capital-predetermined in the company's certificate of incorporation-and the number of already issued shares, serves as an upper limit on how many shares management can issue without the shareholders' approval. In order to raise this ceiling, the certificate of incorporation of the company has to be amended to incorporate the increased number of authorized shares. Such amendment can only be done with shareholder approval. Provided there is a sufficient amount of authorized-and-unissued shares, however, Delaware corporate law does not restrict management's ability to issue shares.
There is no limit in Delaware on the size of the authorized capital that may be set in the certificate of incorporation. 175 176 The annual franchise tax, however, is capped and the maximum amount a Delaware corporation may be required to pay is $180,000 per year, a relatively insignificant expense for large public corporations. 177 Other systems impose different quantitative restrictions on the power to issue stock without shareholder approval. For example, under the German Stock Corporation Act the total amount of authorized shares may be increased by the shareholders to allow management to issue new shares. 178 However, the total amount of authorized-but-unissued shares is limited to a maximum amount that should not exceed half the amount of the issued shares at the time of authorization by the shareholders. 179 The listing requirements of stock exchanges provide another example of linking the higher limit of the amount of shares management can issue without asking for a new shareholder approval to the amount of issued shares. Both the New York Stock Exchange and NASDAQ listing rules cap the maximum number of shares that the managers can issue without going to the shareholders at 20% of the number of issued shares. 180 The experience with the listing rules' restrictions on the power to issue stock indicates that they may have a real effect on the corporate governance of companies.
For example, NASDAQ reported attempts by managers to coerce a favorable shareholder vote on issuances of shares through entering into agreements that provide that the company is penalized and the bidder rewarded if shareholders deny approval of additional issuances. 181 Such coercive transactions can stipulate a different price per share depending on the outcome of the shareholder vote: If the shareholders do not approve the transaction, then the investor will buy shares only up to the 20% cap in accordance with the listing rules, but will pay a much lower price per share than the price the investor would pay if the shareholders approve the issuance of more than 20% of the issued shares. NASDAQ has recognized such behavior as coercive and strictly enforces the 20% cap rule, rejecting any attempts to influence the shareholder vote and circumvent the 182 On the other hand, it may seem that the restrictions imposed by the listing rules fall short of the desired outcome in situations where the potential penalty for violating these restrictions, the delisting of the company, no longer poses a real threat to the company. For example, where management considers issuing a top-up option to a bidder that will result in the issuance of more than 20% of the company's shares without shareholder approval, it does not need to consider the outcome of delisting the company. Following the exercise of the top-up option and the subsequent short-form merger with the bidder, the company will no longer exist as a separate legal entity; thus, the threat of delisting becomes irrelevant. Not surprisingly, then, a top-up option agreement commonly states that lack of compliance with the stock exchange listing requirements does not release the company from its obligation to issue shares pursuant to the top-up option. 183
Class Vote Restriction
A dual-class capital structure can be used in an attempt to circumvent the quantitative restrictions on the power to issue stock. Section 151(e) of the Delaware Code allows for the issuance of convertible shares. 184 A convertible share may be converted into a share of another class. For example, a convertible preferred share can be converted into a common share. Furthermore, the Delaware law permits the board of directors to set an exchange rate greater than one. 185 For example, one convertible preferred share can be converted into ten common shares. There is no statutory limit to the size of the conversion rate used for determining into how many common shares one convertible preferred share can be converted. Issuing preferred shares convertible into common stock at more than a 1:1 ratio can partially circumvent the limitation on the amount of shares that can be issued, which the maximum number of authorized shares of the company imposes.
182. Id. ("Nasdaq believes that in such situations the cap is defective because the presence of the alternative outcome has a coercive effect on the shareholder vote, and . . . will not accept a cap that defers the need for shareholder approval in such situations.").
183. See, e.g., Section 1.4(a) of the Agreement and Plan of Merger and Reorganization between Rovi Corporation and Sonic Solutions at 13 (Dec. 22, 2010), available at http://sec.gov/Archives/edgar/data/1424454 /000119312510287804/dex21.htm ("The obligation of the Company to issue and deliver shares pursuant to the Top-Up Option is subject only to the condition that no legal restraint (other than any listing requirement of any securities exchange) that has the effect of preventing the exercise of the Top-Up Option or the issuance and delivery of the Top-Up Option Shares in respect of such exercise shall be in effect.").
184. DEL. CODE ANN. tit. 8, § 151(e) (2010).
Id.
A sufficient amount of authorized-but-unissued common stock, however, is required for the conversion of the preferred stock into common stock. Indeed, it is common for venture capital funds, which invest through convertible preferred stock, to require that the company undertake to reserve common stock for the future conversion of the preferred stock into common stock and to keep a sufficient amount of unissued common stock for the conversion. 186 Yet, until the actual conversion takes place, the preferred stockholder can have the right to vote along with the common stockholders on an as converted basis, as if the preferred shares were converted into common shares, assigning more voting rights per one single preferred share than per one common share.
The Design Within Reach, Inc. example exemplifies the use of convertible preferred shares due to lack of authorized but unissued common stock. 187 In this case there were not enough authorized shares of common stock that could have been issued to Glenhill in exchange for its investment of $15 million in the company. 188 Instead, the company issued preferred shares convertible into common stock so that the investor owned about 91% of the company in a combination of common stock and convertible preferred stock, without a shareholder vote approving the stock issuance or any other part of the transaction. 189 The ability of the augmented voting rights of the preferred shares to circumvent the quantitative restrictions on the power to issue stock is, however, also limited. If a class vote is required, a favorable vote by a majority of each class of shares separately is needed, and thus issuing preferred stock is not a good substitute for common stock. Approval of a short-form merger under Delaware law requires a class vote. 190 Under Delaware law a short-form merger requires owning at least 90% of each class of the voting shares and not just 90% of the aggregated rights to vote as one group. 191 As discussed above, short-form merger is the ultimate step in the top-up option scheme. 192 Thus, a top-up option requires the issuance of a substantial number of common shares and cannot rely on a dual-class capital structure. 193 Unlike the top-up option, the poison pill can, in theory, rely on the issuance of only blank-check preferred stock 194 if the certificate authorized the managers to issue such class of preferred stock that is assigned higher voting rights and distribution rights than the common stock. It is, however, common practice to have a poison pill that uses preferred stock convertible into common stock and thus still requires a large amount of common shares for the conversion. In addition, poison pills often include a provision that explicitly allows the company to distribute cash, assets, and other securities instead of common stock, if the company does not have sufficient common stock when the poison pill is triggered. 195 The poison pill is intended to deter a hostile takeover by credibly threatening the dilution of the value of the hostile bidder and not merely its voting rights. Thus, the technique of replacing share distribution with asset distribution, in this case, can effectively circumvent a limit requirement on the number of shares management can issue without going back to the shareholders. Yet, this technique will not suffice where the desired stock distribution is mainly aimed at increasing the voting rights of the intended recipients of the shares, as in the case of a top-up option where the bidder still needs to own 90% of each class of shares to be able to perform a short-form merger.
Qualitative Restriction
The previous Subpart illustrated the deficiencies of challenging management's use of the power to issue stock in court. It is very WAKE FOREST LAW REVIEW
[Vol. 46 difficult to prove that the purpose of a specific stock issuance lacks good faith and breaches the fiduciary duties of the managers. In addition, the previous Subpart discussed the shortcomings of the remedy of appraisal, which may be the only available remedy following the issuance of the shares. 196 Attempts to limit managers' general ability to issue stock only to ordinary, nonorganic purposes, such as financing ordinary business operations of the company, have failed. In Moran v. Household International, the Delaware Supreme Court 197 rejected an interpretation of the Delaware statute that limits managers' power to issue securities only for corporate finance related purposes. 198 The court has explicitly allowed managers to use their power for nonfinance related purposes such as corporate control related issuances. 199 In a recent case, following the Delaware Supreme Court in Moran, the Delaware Chancery Court upheld a record long use of a poison pill 200 that prevented a hostile takeover. 201 
Preemptive Rights Restriction
Preemption rights allow the shareholders to participate pro rata in any distribution of shares by the company. 202 The following example illustrates how preemptive rights work. A company has issued 100 shares and plans to issue another 10 new shares. Assuming a shareholder has preemptive rights and currently holds 10% of the company, she is entitled to purchase one newly issued share, which represents 10% of the total amount of new shares being issued by the company. Should the shareholder choose to exercise her preemptive right and purchase the new share, she will then own a total of 11 shares out of the 110 shares of the company, maintaining her 10% holding in the company.
If the shareholders exercise their preemptive rights, they will maintain their percentage holding in the company and prevent dilution by the issuance of new shares. To the extent that the shareholders have preemptive rights and exercise these rights fully each time the company issues new shares, management's ability to issue shares cannot circumvent the shareholders' will, rendering corporate mechanisms such as a poison pill and a top-up option futile.
Preemptive rights are no longer mandatory in the United States. 203 Other jurisdictions, on the other hand, still treat preemptive rights as a basic mandatory right of the shareholders and enforce stringent restrictions on the ability to waive these rights. For example, under the German Stock Corporation Act preemptive rights are mandatory and can be waived only if the company issues no more than 10% of the issued capital and provided that at least 75% of the shareholders' votes approve the waiver. 204 However, preemptive rights give only the right to participate in future issuances of shares, but the shareholders' ability to participate in the issuance of shares may in itself be limited. Participation in a distribution of shares requires paying for the newly issued shares. Liquidity constraints, as well as collective action problems, can prevent shareholders from exercising preemptive rights. A shareholder may not want or be able to invest more in the company and may prefer, for example, to diversify her investment and use any available funds to pursue a different business opportunity. This weakness of preemptive rights may explain why venture capital investors, who customarily require preemptive rights as a condition for their investment in private firms, also negotiate for the right to acquire more shares in new issuances if other existing shareholders fail to exercise their preemptive rights and purchase their entire pro rata share. 205 
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II. THE EXCESS RATIO
After reviewing the key aspects of management's power to issue stock and analyzing possible implications of this power, I now turn to study the magnitude of the managers' power to issue stock empirically. As seen above, one of the major limitations on this power is the size of the authorized capital of the corporation, which provides a ceiling for the total number of shares that can be issued without shareholder approval. 206 The relative size of the number of authorized shares versus the number of shares already issued determines the extent of management's power to issue shares. Thus, the ratio of the authorized shares not outstanding to the already-issued-and-outstanding shares, what I shall call the "excess ratio," is an indicator of the magnitude of the managers' power to issue stock.
For example, an excess ratio of one signifies that there are enough authorized-but-not-outstanding shares to double the number of shares already issued and outstanding. The stock exchanges' requirement of shareholder approval for an increase of more than 20% of the issued share is equivalent to a 0.2 excess ratio, 207 and the German limit of 50% can be expressed as a 0.5 excess ratio. 208 A study of initial public offerings of nonfinancial companies 209 incorporated in Delaware reveals that companies choose to go public with a significantly high excess ratio. I use the data in prospectuses of nonfinancial Delaware companies, which were filed with the Securities and Exchange Commission, to calculate the excess ratios of the companies at the time of the initial public offering. In 2009, the average excess ratio of the companies in my sample was 5.79 and the median ratio was 3.75. This high excess ratio allows the management of the firms to more than quadruple the number of issued shares without asking the shareholders for their approval to issue more stock. 210 
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THE POWER TO ISSUE STOCK 741 ratio was measured for companies that went public in 2008. The excess ratio, at the time of the initial public offering, of companies that went public in 2003 was also checked since the use of the topup option, which requires a high excess ratio, has increased since 2004. 211 The average ratio of firms that went public in 2003 was also significantly high and only slightly lower than in more recent years. The study found a substantial deviation in the excess ratio: some companies choose to go public with an exceptionally high ratio and the highest ratio in the sample was 25. Other companies choose to have a relatively low ratio-the lowest in the sample was 0.34. The following table summarizes these findings. The study also looked at venture-backed firms separately. On the one hand, venture capitalists customarily restrict the managers' ability to issue shares at the private stage of the company. 212 This indicates that these sophisticated investors are aware of the importance of the managers' power to issue stock. On the other hand, venture capitalists may be inclined to enable management to issue a top-up option because of the typical, relatively short-run focus of these investors. 213 The excess ratio of the venture-backed firms was slightly higher than that of nonventure-backed firms that went public in the same year. However, the study did not find a statistically significant difference between the excess ratio of the two sets of firms, suggesting that the use of a high excess ratio is not unique to venture-backed firms.
The study found that the use of a high ratio at the time of an initial public offering is prevalent, yet there was no statistical indication that the size of the firm is related to the size of the ratio. 214 In the years following the public offering, the excess ratio of 213. See, e.g., id. at 345 (explaining that "[e]xit is not merely optional for venture capitalists. Most venture capital funds have a fixed life, usually ten years with an option to extend for a period up to three years").
214. The size of the assets of the company may influence the choice of the size of the excess ratio at the public offering, because the size of the company may be connected to the likelihood of a future takeover. An acquirer needs less WAKE FOREST LAW REVIEW [Vol. 46 the firms declined if management issued additional shares. However, the average excess ratio of venture backed firms that went public in 2004 was notably high 5 years following the public offering, and was on average 3.15. This finding may suggest that the high ratio is not used for regular stock issuances, either because they are not required or because managers are cautious about weakening their power to dilute the shareholders in the future by issuing in the present.
In addition, the study checked for a relation between the size of the excess ratio at the time of the initial public offering and the likelihood of a future acquisition. The study looked at the 83 venture-backed companies that went public in 2004. Out of these companies, 29 were acquired by the end of 2010. A check for a relation between the excess ratio and the likelihood of future acquisitions did not find a statistically significant correlation between the two. It should be noted, however, that even though a high excess ratio may have an influence on whether the company is acquired or stays independent, a high excess ratio helps management in both opposing directions. On the one hand, a high ratio may help management sell the company through the use of a top-up option, and on the other hand, the high ratio may help management prevent a sale through the use of a poison pill or a white squire.
The following table summarizes the mean and median excess ratio of 264 venture-backed Delaware firms that went public in the years 2004-2009. 
CONCLUSION
This Article studied the important managerial power to issue stock and shows that shareholders are vulnerable to managers exploiting this power to promote their own self-interest. On the one hand, the power to issue stock can be used to create entrenchment financing to purchase a small firm, thus there are more potential acquirers that can acquire small firms, suggesting that smaller firms may have a higher incidence of being acquired. In addition, a bigger company may be subject to more monitoring at the time of the initial public offering as well as later on. The heightened scrutiny may limit the ability of management to go public with a high ratio and also limit the use of the power to issue stock in the future, even if there are sufficient authorized but unissued shares. mechanisms that prevent a sale of the company, and on the other hand, it can help form mechanisms that promote the sale of the company despite significant shareholder opposition.
Even though there are limitations on the managers' power to issue stock, this Article shows that most of these limitations do not effectively restrict this power and that managers can still take advantage of it to advance their own interests. Furthermore, the only restriction that can effectively prevent the managers from issuing substantial amounts of shares without receiving the shareholders' approval-the ceiling set by the number of authorized shares-can distort managerial behavior. This limit on the power to issue stock may influence the managers to refrain from issuing stock for ordinary business purposes, such as equity financing and performance based compensation, in order to retain their power.
A study of a proxy for the magnitude of the power to issue stock, as is measured by the excess ratio, revealed that companies tend to go public with a significantly high ratio that allows management to more than quadruple the amount of issued shares without shareholder approval.
This incidence of a high ratio, which indicates a significant power in managers' hands, can be desirable to the extent that it allows the managers to issue stock without worrying about diminishing their power. On the other hand, mechanisms such as a top-up option require the issuance of such a substantial amount of new shares that managers may nonetheless remain cautious about share issuances despite a high excess ratio.
Further study of the excess ratio may enhance our understanding of corporate governance and of managerial decisionmaking processes. Such a study may look at a possible relation between personal characteristics of management and the size of the ratio. In addition, a study of a possible correlation between the size of the excess ratio and the existence of entrenchment mechanisms may expose interesting patterns, since the excess ratio can serve as an alternative or as a complementary tool. Similarly, a study of the correlation between the excess ratio and the existence of tools aimed at monitoring management, such as independent directors, can increase our understanding of corporate governance.
